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'traditionally vocational eduLation has been geared primarily 
to preparing students for employnient' — to preparing employees* 
Yet there is another career path available ; students can lean* 
how to set up and manage their own businepses. They can become 
entrepreneurs . 

Vocational educations by its very nature, is well suited to 
developing entrepreneurs* It is important that entrepreneurship 
education be developed and incorporated as a distinct but integral 
part of all vocational education program areas* A Program for 
Acquiring Competence in EntrepreneursMp (PACE) represents a way 
to initiate further action in this dir :tion. 

The strength behind these instructional units is the interest 
and involvement of vocational educators and successful entrepreneurs 
in the state of Ohio and across the nation* Special recognition is 
extended to the project staff: Lorraine Furtadoj Project Director 
and Lae Kopp, Program Associate, Appreciation Is also expressed to 
the many who reviewed and revised the drafts of the units: Ferman 
Moody, Hannah Eisner, and Sandra Gurvis. We owe a special thanks to 
those consultants who contributed to the content of this publicatian: 
Carol Lee Bodeen^ Louis G, GrosSj Douglass Guikema, Peter G, Haines, 
Philip S. Manthey, Charles S. McDowell, Mary McKnight, Steven 
Miller. Barbara S, Riley, Barbara A, Rupp , Ruth Ann Snyder, Robert L. 
Suttle, Florence M, Wellman and Roy Young, 

Robert E, Taylor 
Executive Director 
-he National Center tor 
Research in Vocational Education 
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Ir an . reaponslve to the need for instruction 

^nVludr'T""''P- Pi-iniarily for postsecondarv lavel 

a^io h ^"'^ ^dult education, but It can 

P ts (if Stln 1 'r1^^""P" ^^^^ " ciividad-in.0 three 
Jn^i =«"ing Ready to Become an Entrepreneur, (2) B«cominr- 

EntraorJ'^'r ''''''^'''^-S ^ business), and (3) Being 'an " 
tntrepreneur (operating a business). 

r.i.r^^'^ ''''' P"'' °^ instructional unir. whirh 

In o th^L " r^l'. '^'^^^^ the material is organizL 

Mon/Id f r learnings Exposure. Exploration, and Prepara:" 
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The levels of learning will enable you to use the PACF materials 
c suit your individual needs. You may find It best to wo^k" 
the exposure level of one unit and the exploration level of ano her 
n?^ht%''°"' " '^"^ ^^^^1 throughout the entire serJes! 

hefnrp- . '''^^ " '^""8^^ levels in one'unit' 

berore going on to the next unit. 

or levefr^f'f^'"""- f ^""^ instructor what level 

!nH ^ 1^ f learning in that unit are moat appropriate to your goals 
and abilities. Read the unit overview and look through the pre/pos'! 
chS'thrii °' f t° help you in your choice/1 so 

?or1ha^ livel. ^^^^^ c° up or research 

When are r to start, turn to the level you have r losen 

piciafattentf'T'"^'"' "''"^"^ whlcryou fL;- ed- 

thev win "u""^ «^ the learning objectives- 

; Lh in P "'^^^ he able to do by the time you 

finish that level of learning. ^ 

^he .^K r^'^' questions in rhn ,,,1. Uongs^d. 

these ,uest^o:"^ 

Ar ; d end of each level of learnine are activities ^hiVh hi 
you b„ ^^^^^^^ Presentedin t^e unl^' lou aL 

ma" wint'tolr 'r"' °" ""^"^ activities you .:.ould d"; ^ 
may want to do several o- you many need to do all. 
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Thun, Gvaluate yourself. la there any maceriai that you naad 
to review befuDre you rake the posLassessment ? The difference in vour 
anhwura on thu rru/pua taasessmGn t h Hhauid show you how much you havii 
grown in yuur knowiudgu of enc rt^prent^ui^Hh ip , 

When you and your instructor feel thac you have succeasfullv 
completed tr-at level , you are rBady to begin another level of learning 
either in the same unit or in anscher* 
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OVERVIEW OF THE UNIT 



i 

Once the entrepreneur has established the business, TnanageTnent 
decisions must be aimed at keeping it operational and fostering growth. 
In order to accomplish both these goals, the entrepreneur must use rnnd 
financial management techniques. Good management techniques will allow 
vou, the entrepreneur 5 to maintain financial control of the enterprise 
c - ad imp rove profits* 

Vhis unit is designed to provide first-hand experience in imple-* 
menting basic financial management principles and strategies. As you 
complete this unit , you will become familiar with financial statements ^ 
and how to analyze these statCTients, You will also learn how to deter= 
mine brealc^even points and coTrnDute various nDersit In-r^ ratios. 
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DEFINITIONS TO KNOW BEFORE YOU BEGIN 



As you read through a lavel, you mighc find some unfamiliar words. 
Listed below are several business tarms used in each level. I.now- 
in these before you begin might help ypu ^.o better underscand that 
level. 

EXPnSURH 



cash flow 

balance sheet 

profit and loss statement 

break^oven point 

assats 



liabilitias 
accounts r e c e i v a b 1 a 
accounts payable 
net worth 

cost of goods sold 



gross prnfit 
net profit 
profit margin 
current ratio 
trade creditorii 



EXPLORATION 



balance sheet 

profit and loss statement 

assets 

liabilities 

current assets 

fixed assets 

cost of goods sold 

break'-even point 



equity 
net worth 

accounts receivable 
convertability 



gross sales 
net profit 
net salef: 
depreciation 



acid - test ratio 



average = collection current ratio 
rat io 

inventory ratio 
gross profit or marpTn 
liquid assets 



xi 



P REPARATION /.\D.IPTAT ION 



assets gross margin tangible net worth 

liabilities currant raEio oimet's equity Htiat eineT. t 

balance sheet acid test ra-.io break^even point 

profit and loss statement inventory ratio equity 

cose of goods sold working capital varialU: ccdtti 



PATH OF STUDY 



PART I^^ GETTING READY TO BECOME AN ENTREPRENEUR 
Unit I A 
Unit I B 
Unit I C 

PART 11^^ BECOMING AN ENTREPRENEUR 

Unit IT A 
Unit II B 



PART I 11^- BEING AN ENTREPRENEUR 
Unit III A 



Unit III C 
Unit III D 
Unit III E 
Unit III F 
Unit III G 
Unit III H 



Unit II : 



Unit II D 



Unit II E 



Unit II F 



Unit II G 
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EXPOSURE 



PART IIL UNIT B 
FINANCIAL MANAGEMENT 



PREASSESSMENT 



Here are some questions that test for knowledge of the contents 
of this level. If you are very familiar with the information needed 
to answer them, perhaps you should go to another level or unit ~ 
check with your instructor* Otherwise 5 jot down your answers. After 
you've read through this levels take the postassessment at the end of 
the "EKposure Activities" section and measure what you've learned. 

1* What is a balance sheet? 

2, What information does a profit and loss statement contain? 
3* Describe how ratio analysis information might be used by 
an entrepreneur, 

4, What information does knovring the break^even point provide 
to the entrepreneur? 

5. What is meant by cost of goods sold and net profit 
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TEACHING/LEARNING OBJECTIVES 

Upon completion of this level of instruction, 
you should be able to^ 

1, Describe a balance sheet. 

2. List the components of a profit and loss 
statement, 

3. Describe the Importance of ratio analyses. 

4, Describe what is meant by break-even point* 
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SUBSTANTIVE INFORMATION 



WHY DEVELOP SKILLS 
IN FINANCIAL 
MANAGEMENT? 



DEVELOPING SKILLS IN FINANCIAL MANAGE>ENT 
It is important to the future growth of your business 
that you develop some skills in the area of financial manag 
ment. Good financial management can be the key to the 
survival of your business. Your income from sales may 
be over and beyond that estimated for your business j 
but the business can fail if income and business expenses 
are poorly managed. On the other hand, your firm may be 
making only a slight profit, but with good financial 
management the business can survive. 

Even if you have an accountant prepare your finan^ 
clal statements, you should be able to understand and 
analyze these statements. This will help keep you in 
control of your bu^inesfi. 

There are two basic financial statements with; which 
you should be totally familiar These are the balatice 
sheet^ and the profit and loss statement. You shoulid 
also be aware of the use of break-even analyses and busi= 
ness ratios, / 



WHAT IS A BALANCE 
SHEET? 



THE BALANCE SHEET - f 

! 

A balance sheeu is a statement that tells what you 
own and what you owe at any particular time, It is like 
a photograph of your business on one particular day. 
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Most likely^ balanca sheets prepared for three consecutive 
days will be comprised of different figureB. Financial 
information about a business™or about yourself as an 
individual'---changas every day. You receive income periodic 
cally and you pay bills periodically. In effect, you 
manage a flow of cash. 

If your cash is always in motion, why is the balance 
sheet so Important? The balance sheet helps yru control 
this cash flow. This control enables you to manage both 
your financial resources (what you own) and your debts 
(what you owe) effectively* The balance sheet helps the 
business stay profitable, 



WHAT AM THE 

SECTIONS" IN 
A BALANCE SHEET? 



Components of a Balanca Sheet 

The balance shaet has three main sections (1) assets, 
(2) liabilitiesj and (3) net worth, EKhibit A illustrates 
the components of a balance sheet, EKhibit A can be used 
by single proprietorships, partnerships, or corporations. 

All balance sheets must follow this formulae 
Assets - Liabilities + Net Worth, Assets must equal lia- 
bilities plus net worth. Or, the total derived for those 
items on the left side of the balance sheet under assets 
must exactly equal the total derived for the right side 
of the balance sheet under liabilities plus net worth. 
All the main sections of this type of financial statement 
must balance. 
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Exhibit A 



BALMCE SHEET 
DATE 



Current - 



Fixed - 



Ouher 



ASSETS 

>t':;r.:handise 
counts 
^vjjceivable 

Lai» 

Building 

Machinery 

Equipment 



L ASSETS 



LIABILITIES 

Current Notes Payable 

Accounts Payable 

Non-Current Liabilities - 
Debts More Than 
One Year Maturity 

TOTAL LIABILITIES 



OWNERSHIP OR NET WORTH 

Proprietorship Net Worth 
or 

Partnership Net Worth 
^or 

Covporate Net Worth 

TOTAL LIABILITIES AND 
NET WORTH 
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Assets are anything that the business owns, inclviding 
cash on handj equipment, real estate ^ and inventory, 
Current assets Include cash and anything that can be change 
into cash within twelve months. Current assets include cash 
on hand or in the bank, accounts receivable, and inventory. 
Fixed assets are those items that usually cannot be chanoed 
into cash within a twelve-month period of time. Usually 
they are items that the business has acquired for long-term 
use* Fixed assets Include land or buildings purchased, 
machinery 5 equipment, or company vehicles such as delivery 
trucks or vans . 

Liabilities are anything that he business owes. 
Liabilities might include loans , trade credit notes due, 
Income taxes, or mortgages, A current liability is any thin 
you owe that can be paid by using a current a. set. Current 
liabilities are usually due within twelve months. Currant 
liabilities include income taxes* loans, and bills due to 
trade creditors, A long-term liability includes any 
debts that will not be paid within twelve months. A 
mortgage on property is an example of a long-term liability 

Net worth is the owned inv€;Stment in the business. 
It is the owner's investment in a single proprietorship » 
the partners' investment in a partnership, or the stock 
investment in a corporation. 




THE PROFIT AND LOSS STATEMENT 



mAT IS A PROFIT 
AND LOSS STATEMENT? 



MAT ARE THE 
''SECTIONS'' OF 
A PROFIT AND 
LOSS STATEMENT? 



The profit and loss statemant can be compared 
to a movia of the activities of the b\isiness during a 
certain period of time. Profit and Icja statements 
are usually developed at the end of an accounting period i 
e.g*, at the end of the month or at the end of the fiscal 
year p 

Components of a Profit and Loss Statement 

Profit and loss statements have five major compon^ 
ents* These parts are (1) the total salesj (2) the cost 
of goods sold 5 (3) the gross profit , (4) expenses nnd 
(5) net profit. Each of these compnnenL . ^ ^ 

i_ financla^ data about the firm, EKhibit B is an 
example of a typical profit and loss statement* 

The ' total sales component Includes both cash and 
credit sales* It does not include sales tax collected 
or products returned. 

Cost of ^oods sold is the amount that it costs you 
to buy or produce the goods that you sold. If you are a 
manufacturer J you would also inventory raw materials and 
products in process and include this information. Cost of 
goods Is calculated by taking a beginning inventory, 
adding materials or products purchased during the account" 
Ing period, then subtracting inventory remaining at the 
end of the accounting period. 
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Exhibit B 



PROFIT AN D LOSS STAT E>ffl:NT 
For Period Endin g . 



TOTAL SALES $75,000 

COST OF GOODS SOLDi 

Beginning Inventory 55*000 

(Plus) Purchases 10,000 

(Less) Ending Inventory 15, jO 

TOTAL COST OF GOODS SOLD $50,000 

GROSS PROFIT $25,000 



ECTENSES^ 

Salaries . $18,000 

Payroll Taxes 3,500 

Rent ^.500 

Advertising 1,000 
Etc. 

TOTAL EJffENSES ' $26,000 

NET P ROFIT (LOSS) (B EFORE TA XES) ($1.00 0) 
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Gross proflj is the amount of profit made from 
sales before operating expenses are deducted. Gross 
profit is calculated by subtracting the cost of goods Bold 
from the total sales. 

Expense include all costs involved in running the 
business* The list shewn in Exhibif B Is ver^' inc mplo-c 
Most firms would have ir itu, expenses. 

Net profit is your profit or loss at the end of the 
accounting period i This does not include taxes you may 
need to pay on the business. In Exhibit B, the firm does 
not have a profit* The net profit figure is shown as 
a $1,000 loss* 



HOW CAN FINANCIAL 
STATEMENTS BE 
USED? 



USING FINANCIAL STATEMENTS 
A quick inspection of both types of statements can 
often give the entrepreneur inforination about the "health*' 
of the business* Information shown on the statements can b 
compared to goals for the business. The profit and loss 
statement can be examined to determine where to cut 
expenses* There are also several ways of looking at your 
statements to see if a profit has been or will be earned. 
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WHAT ABOUT TBi 
VARIOUS RATIO 
ANALYSES? 



Ratio Analyses 
Information in the financial statements can be 

utilized to compute various coiranonly used business ratios. 

Each raLio is determined by **comparing" different pieces 

of financial information. These ratios provide the 

following information i 

The return on your investment in the business. 
This information should show that you are 
making a better percentage return on the 
investment in the company than you would by in- 
vesting your money elsewhere. 
The net profit margin on sales* This infor- 
mation will help you examine your pricing 
policy and operating costs. 
Inventory turnover. This information will 
show you how fast products and merchandise are 
being sold* 

Average collection period. This information 
will tell you how quickly credit sales are bein| 
collected. 

The current ratio. This information will tell 
you whether the business has enough current 
assets to meet current debts. 
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A financial ratio is useless by itself. Each 
ratio provides dlotinct inf ormatlpn, and becomes useful 
when compared tu other data, such as conditions duririg 
an earlier time period. Analysis of these ratios is one 
method of comparing your company with other companies 
or with the industry as a whole* These compa ^5.sons can 
point out a firm's strengths and trouble spots. 

Ratio data for small businesses similar to yours 
can be found in several sources ^ Trade associations often 
publish typical ratios for retail, wholesale , and manu= 
facturlng firms. Many public accounting firms can compare 
and evaluate your ratios. Another source of ratios Is Key 
Business Ratios , by Dun and Bradstraet, who publish a 
series of ratios for 125 lines of business, 

BREAK-EVEN POINT 
The break-even point is the point at which the busi- 
ness is operating with no profit or loss; at this print 
expenses equal sales. The break-even point Is the level 
of sales that exactly covers total cost. 

The following formula is used when computing the 
break-even point: 

S ^ F + V 

This means that pales equals fixed expenses plus variable 
expenses, 

11 
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To determine the break-even point, you must categorize 
expenses as being either fi=ced or variable. Fixed expenses 
are those which remain unchanged when sales change. They 
include such expenses as depreciation of plant and equip- 
me, !-, rentals, interest charges on debts, and many general 
office expenaes. Variable expenses are those which change 
in proporcion to changes in sales, such as sales commissions, 
factory labor, cost of goods sold, and other selling expenses 

Break-even point analysis is basically a way of de= 
terminlng how much sales volume you will need in order to 
break even. Break-even analysis also helps you examine 
the effects of your expenses on profits. 

Every business owner wants to do better than break 
even, so you can use the break-even point analysis to help 
determine what you might do to achieve a profit. It is also 
an effective financial tool which allows you to take a good 
look at your business plan and determine whether your firm 
can reach the plan's objectives. With the information 
derived from the break-even analysis, you can answer 
several questions, such as. Can you realistically produce 
or sell the amount required to simply break even? Can you 
realistically produce more so that you can make a profit? 
If the answer to both questions is "no," then you will 
need to go back and revise your business plan. You may 
have to adjust expenses, prices, or both. 
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EXPOSURE ACTIVITIES 

Financial management is a very important part of 
all businesses. Try these activities to test your financial 
management skills , 

ASSESSMNT ONE 

1* Prepare a balance sheet of your personal belongings 
including any investments such as stock, savings 
bonds J etc. List all debts that you may heve. 
To make the statement balance , enter any excess of 
assets over liabilities in the net worth part of 
the bajance sheet, 

2. Interview at least two small business owners in 

your coOTTiunity, Ask them what financial statements 
fhey use and why. Do they prepare their own state- 
ments or use an accountant? How do they use the 
information? You might want to record and compare 
your responses using the following chart* 



Financial Statenients - 


Are They Important? 








How Informa- 




Statenients Used 


PreDared Bv 


tion Used 


Business #1 


1 


Self -Accountant- 


1 




2 


Self -Accountant- 


2 








3 


Business #2 


1 


Self -Accountant- 


1 




2 


Self -Accountant- 


2 








3 
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3. Fnat is the chief difference bet-v^ean a balance sheet and a 
profit and loss statament? Explain, 



ASSESSMENT TO O 

Several words dealing with financial manageTTient and used in 



this level 


have 


beftii hidden 


in 


che 


puz 


zle below. 




Find 


and 


t h 8TT1 , 


i lie 


answers 


t o 


this 


puzz 


le art; 


on Pap 


:e in 
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P 
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B 


0 


C 
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rOSTASSEuSMENT 

.1. What is a baiance sheet? 

2, What information does a profit and loss statamBnt 
contain? 

3* Describe how ratio anal;^3is information might be 
used by an entrepreneur , 

4. Wimt information does knowing t\w br v-^k-avM 
point provide to the entrepreneur? 

5, EKplain what is mi?.ant by cost of goods sold 
and net profit. 

Compare your answers to your renponses to the preassess- 
ment s You may want to check your postassessment answers 
with your instructor. 

SELF-EVALUATION 

How well did you know the information needed to do 
the activities? 

( ) Very well 

( ) Fairly wall 

( ) A little. 
Be honest with yourself. If you feel you don-ii 
know the matsrial well enough, it might be helpful to 
review this section before going on. 
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Answer to Assessment Twoi 



For answers to Activity 2, curn page upside dovm. 
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EXPLORATION 



PART IIL UNIT B 
FINANCIAL MANAGEMENT 



PREASSESSMENT^ 

Here are some quastiona that test for knowledge of the concents 
of this level. If you are very familiar with the information needed 
to answer thenii perhaps you should go to another level or unit ~ 
check with your instructor. Otherwise, jot down your answers. After 
you've read through this level, take the postassessment at the end of 
the "Exploration Activities" section and measure what you* /e learned, 

1. What is the difference between a balance sheet and a profit 
and loss statement? 

2. What are assets and liabilities? Name the types of assets 
and liabilities, 

3. What are the functions of financial management? 

4* Describe these ratios and state the formula for each: 

a# Current ratio 

b* Average collection ratio. 
5. What is break-even volume? Give the formula for determining 
these figures. 
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Financial Managgment 

TEACHING/LEARNING O^- ^ECTIVES 

Upon Gomplation of this lovfelj you should be able to 

1. Dascribe tha difference between a haUnco ?ho^?t 
and a profit and loss stntement. 

2. Dif f arentiate between current and fixed assets. 

3. Describe and comoute four commonly used business 
ratios * 

4. Describe the use of break^even point and 
write the fDrmu-la for computing it* 

5. Discuss the importance of financial manage-- 
ment as it relates to making a profit. 
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SUBSTANTIVE INFORMATION 



I>^ORTANCE OF FINANCIAL >1ANAGEHENT 



WHY IS 

UNDERSTAWim 
FIiWiCIAL 
MANAGEMENT 
IMPORTANT? 



Host companies and firms of significant size have sophis- 
ticated tools, techniquess and personnel to oversee the financial 
affairs of the businesSi This ±ii. not the case for uhe typical small 
business owner* You, the entrepreneur, will need to utilise basic 
accounting statements which reflect the results of the business 
operation and tell its present financial condition* Even if you 
have your financial statements prepared by an accountants you 
should understand how they are put together , what they tell you^ 
and some of the ways in which you can use them. 

Financial management includes the following functions: 
Being sure that the business assets are used wisely 
to bring the highest possible return on the capital 
invested 

, Evaluating the need for new assets 
Getting funds to acquire more assets 
Paying off debts from the profits they generated 
Management decisions you make must be aimed at making sure 
your firm stays in operation and grows. 

A primary reason for oTOing and operating your own business 
is to make a profit. You have risked capital to do this. There- 
forej your basic goal is to take care of the capita] invested in 
the business and to use it as profitably as possible. Sales or 
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service volume is necessary to generate profits, but you need co 
taow how to price your gccis or services based upon today "S costs 
of doing business. Business venturer that fail are usuallv opornLod 
by those who cannot discern whether profits are being made* 

There are some basic accounting tools Lfnat will h^^lp put 
you in financial control of your business. The balance sheet and 
the profit and loss statement are two financial stateTnents you will 
need to understand and analyze. In addition, knowledge of business 
ratio analyslB and breaks-even analysis will be very helpfult 



WHAT IS THE 
BALANCE 

SHEET? 



THE BM^NCE SHEET 

The balance sheet is a picture of what your business owes and 
OTOs at a particular time. It Is a photograph of your company 's 
assetSs liabilities, and net worth. Assets and liabilities are 
balance sheet it«ns classified or categorized as to their maturity* 
Net worth reflects the owner's investment in the business* 

This financial statement must balance. That is, asstLS l l: 
equal liabilities plus net worths the total of those items on the 
left side under assets must exactly equal the total of the right 
side under liabilities and net worth. There muat be a balanced 
relationship between the availability (convertibility) of the assets 
and the maturity of the liabilities. 

When you construct a balance sheet for your business, you 
implement some facet of control over your business. This control 
device points up the need for planning^-'planning in the sense the 
proper balance must exist. 
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Exhibit C illustrates a balance sheet suitable for the antre-^ 
preneur just starting in business^ and includes the general compon-- 
ents. This balance shaet fonnat can ucad by 30I2 prcpr ic;torahip£ , 
partners^ or corporations. Exhibit D is an example of a persc^nnl 
balance sheet. Exhibit E reflects assets and liarillties that would 
be more characteristic of a business that oxvns equiniTiLnt and Inventorv. 



EKhibit C 



BALANCE SHEET 


ASSETS 




Current - Cash 


Current - Notes Payable 


Merchandise 


Ac c cunt s Payable 


Accounts Receivable 






Long-Term Liabilities 


Fixed - Land 


Debts 


Building 


(More Than One^Year 


Machinery 


Maturity) 


Equipment 






OWNEHSHIP OR NET WORTH 


Intangible - 




Goodwill 


Proprietorship Net Worth 


Franchise 


or 


Patents and 


Partnership Net Worth 


Copyright 


or 




Corporate Net Worth 


Other - Cash Value of 




Life Insurance 




Total Assets 


Total Liabilities Plus 




Net Worth 
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Exhibit D 
BALANCE SHEET 



The underiigned, hr ihe purp3l^ 6f procuring and rr^gintoining crndff sv''h your ban^ or 
wafranf fha followinj ig-'^ you, which fgily and truly repfeien? iho fmancia! cnndihQn of fh^^ undofs-nod on 

^ -™ 19 . (should ?he day left blsfit, ihe da!^ of iKo --r^rr-nn. .^i!! hn ;^L.n l-f 'hn dnv\ v.h'ch f i. 

you can consider gs continuing and remoininq lull, fry© and accurate grdiiii .t.. • v -'f -^i-^n^Jv • , ..; j^j j i '^-z - ■ 

' ■ in fingncidl coridifiOfMhgf maferioily reduc!?nhp 
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you prQfUptiy of any chGnq# in nnancKJi Lunmn^n r!iyi rriuftfr !WM/ I .Tij!.-._r.,-^ ^^ 7 . V - , ^ ^ -- - ^ tk- i 

In considtration d \hB qranlma of aedif ihe undefSigned aqreO that in the f^w^nt ef f rh,;r;, ,n'-....ncv c/ Co--.M,ng or ac! 5f ban.rup^y; 

coi€, all oblrgafioh^ oF fh^ undersigned h^id by you shall iMmedio^elv beco^- du- and poyable .vMhr-. ■ demand or nonce nnd he same may^ 
cKa'gedagaihst the balance of any account lo ihH^cfedhof ihe undiiriinnod wnh yOu. A con^^y -r; S^n r. nnrpfcvq.v--^ on ar^y " • on depOtH 

fQ the"cf©drl of the undersigned, oho chm^-i m gchon, from time 10 ume n.i'ifmg, to incur.^ :.b^,qn!K.r.i of fh.> ^^ndpf^igned h^ld by you 

If r% horeby ^^presil^ agreed and understood thai in lh& even! I rncke apphcai-on fn^ fur tn-^ crc-dii or fcr iho rtnewal ©r extcnJion of 
mnimg indfebfedne^s; >his sistiment iholl be as volid and binding a! if delivergd o^ Q ir.- and corrnei sla'ement of my fmanc-ol csndition on iid 
^^1^ ^i.^Uj ^i.jfjWg^ f>^?£^^f!^n ?e'^^^^^a! !?''pQ*j??tp^^?idornntf^d. 

FILL ALL Bl^HKS^ WHERE NO ANSWER IS GIVEN, "NO" OR NONE" WILL BE TAKEN FOR YOUR ANSWER. 



ASSETS 



Cash on hand and in bank=__^^= 
Accounts due ffie= Good .^^=--^ 
Uosecur#n loans due me Good 
S#cUfec loons du© m© ^ — ^.=- 
Mortgaged loons due ma . ^.-^ 
Sfocts and Bonds. 



U?iited States Secufitie^ . - . 
Lond _ - ^ 

BuilHing^ _ , - - 

Any othsf property or investments itemiie 



TOrAL- 



On Notes oF ofheri endorsed by me 

A% Guaranfof for aecounis and notes of others 

On Notes exchanged wilh others 

Ai Bondsman or Surety lor others. 

For Leases 

Qth^r fhrin above ipecified 



LIABILITIES 



hJo'^^ Ov=*^d ^^^j wilhsyi iccu.ily 
Not!?S nw.^d hf rno 

With V f olH?F IhiQn real eifQfe 

Noto' r^DrfQaTes nwed by me — 

-rifh ri.^ol ?ifr-^»e n\ ieei/rify , ^ - 

hi'Ti^s Owed by me ==' 

Accounts owed by me - 

Any other indebife-dnij^j^; itemizo 



NET WQRFH 



TQlAL 



CONTINGENT LIABILITY OF ANY KIND 



LAND AND BUILDINGS 



DETAILS RELATlVi TO ASSETS AND LIABILITIES 



IMSUBANCE 




i 

mo 



By whom appraised'^ 
ixei paid to what dn'e'^ = 



When^ . 
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EKhibit E 



INDIVIDUAL OR CORPORATION 
FINANCIAL STATEMENT 

i S H R T FORM) 



NAME. 



tUSINESS OR 
OCCUPATION., 



(HAliC BF iAHE) 

FOR THE PURPOSE OP OBTAINING ADVANCES FROM TIME TO TIME ON BILLS. NOTES AND OTHER COMMERCIAL PAPER SIGNED OR ENDORSED BY THE UHDER- 

SICNED. AND OF OBTAINING CREDIT GENERALLY, THE UNDERSIGNED MAKES THE FOLLOWING STATEMENT O F FINANCIAL CONDITION AS OF THE CLOSE 

OF BUSINESS ON TH E hAV o f !9 AND CERTIFIES TO THE ABOVE-NAMED BANK THAT THE INFORMATION HEREIHAFTER SE^ 

!N ALL RESPECTS TRUE. ACCURATE AND COMFLlTE AND CORRiCTLY REFLECTS THE FINANCIAL CONDlTiON OF THE UNDERSIGNED ON THE DATE AFOREMENTIONED. 

(FILL ALL BLANKS, WRITING "K©" OR "NONE" WHERE NECESSARY TO CCMPLETE INFORMATION ) 



ASSETS 


LIABILITIES 




_-- ^ J-!— J 


ON HAND AND IN BANKS _ 








fim^n PAYABLE TO BANKg (^te scMre^Lr) 








RECEIVABLE 








HOTES PAYABLE TO OTHERS (sei? sfHrBuiB) 








AUrnutiT^ RECEIVABLE 








ArrOliNT? PAYABLE fsEB stHCBinE^ 








MFBCHANDiSt _ _ 








TAKES DUff 








LIFE tNSURANCE^CASH SURRENDER VALUE 

(HI MAT BCDUCT LQAliS^ ^ 








BEHT DUE 








smiBiTiE^ (Hcssmuu) 








inANS AeAlHSr LIFE iNSt^RANCE 








fl^Uwti f-liSRENT AMTl riTBtmr) 








^rrRlJED EXPENSES 
















CHATTEL MnBTF^AGES „ 
















PFAi F^TATE Mf^RTGAGES 














BrcrevT^ nTriiirri _ _ _; = — . 






PEAL ESTATE (lEf SCMEDulEL 
MACHINERY. FyRNlTURE AND FIXTURES 

(USED IN ■USINISS) 
















PHEPAm EXPENSES __ 








nXH^^S ' lASll iTIES fiTiJiilE) 








OTHFR A^^PT*^ frmiiTri 
























TOTAI LiASlLiTlEfi 
















NET WORTH (if mot !piQ5Rre»ATrBl . 
















CAPITA! ^O^^f (iw itieottPomATlml 
















pperFBBrn Shares 4 _ PAR- 
















rnuuoH SHARES i PAR_ 
















SlfBPLUS 








TOTAL 








TOTAL 








CONTINGENT LlABILITiES 
















LIABILITY AS ENDORSER ON NOTES OF OTHERS 








ALL OTHER CONTINGENT LIABILITIES: (rrBifiMi__ 








LIABILITY AS GUARANTY OR SURETY FOR DEBTS 
ftF OTHERS 
















LIABILITY FOR JUDGMENTS OR SUITS PENDING 








TOTAI CONTINGENT LIABILITIES 
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Assets 



Assecs are balance sheet entries that show wliat your 
business owns. Assets can be categorized as either current, 
fixed, intangible, and other- These categories are based 
on the availability of items; that is, the length of time it 
takes to convert them to cash. These categoriea can help 
you control your business and describG the assecs your 
business owis* To guide management of the business, each 
Item should be analyzed and compared in a consistent, 
meaningful manner. These comparisons will reflect changes 
in the financial picture of your business over a period 
of time. If your business is going to have an effective 
inventory policy and maintain capital investment that has 
a proper balance of fixed and current assets, then a realist! 
and accurate picture of what your business owns should 
always be available. 

Current assets are those assets that, in the normal 
course of business, are expected to be Gonverted into cash 
within twelve months. The reason for the twelve^month 
stipulation is twofold, Firsti most business managers 
consider that length of time as a normal cycle for their 
business. Second» tax returns with state and local govern^ 
mencs are filed on an annual basis. When you are attempt- 
ing to assign the assets to this category, ask yourself 
this question^ "What is the likelihood that this asset 
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will be converted into cash within twelve months?" Mar- 
chsndise and accounts receivable are normally d^^fi.iv:-ci aa 
current assets on a balance sheet* However, usine, ::he 
twaive-month rule, it is possible that a portion of 
either one of these categories may not be considered a 
current asset . Suppose someone owes your bnsiness some 
money and you are carrying the amount due as part of your 
accounts receivable. Because of the nature of the contract 
or sales it is agreed that payment will not be due for 
eighteen months. The sale will not be turned into cash 
within the twelve-month period. Or, suppose your firm 
has some inventory that, because of its nature, is either 
seasonal or currently unfashionable* If you estimate that 
it will be more than twelve months before a sale can be made 
then this particular item of merchandise should be created 
as another type of asset and not a current asset* 

Fixed assets are assets which are used over a period 
of several years of normal operations. Generally speaking, 
they are used to help convert current assets into cash* 
For example, a retailer operates a business from a building 
he or she owns. ^The building is an investment which houses 
the retailer's inventory. Because the building probably 
has a useful life of more than twelve mont it is con-- 
sldered an asset of a somewhat more permanent nature than 
inventory or accounts receivable. The building is a 
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fixed asset, for without it the retailer wo^ld probably have a 
difficult time converting inventory into cash. Wtien locking at a 
balance sheet tl. i: is comprised totally of fixed assets, you should 
remembar that the value of the fixed assets may be based on cost less 
any depreciation. A more realistic estiinate of worth may be the 
market value or the value it would take to replace the fixed assets. 

The three examples listed in Exhibit C ar^: probably the three 
most common intangible assets that a small business can have* Good^ 
will is the value that accrues to a business from custoTners, image 
in the community, or reputation of servicing the public. Determin- 
ing a value for it is arbitrary. However^ if you were to purchase 
an ongoing business, most likely a portion of the purchase price 
would be for this intangible asset* Other coiranon examples of in^ 
tangible assets are franchise fees, patents, and copyrights ^ which 
are tangible only in thau a legal document substantiates their 
existence p 

Other ass ets is a catchall category of assets* If an asset 
is not current, fixed, or Intangible, it should be included in the 
"other assets'' category* The asset most commonly found in this 
category is the cash value of any life insurance. This value rep- 
resents your "equity" in or "ownership" of an ordinary life insur^ 
ance policy purchased for yourself* As you pay preiniums over the 
life of the policy, a certain cash value accumulates and is 
availabl i to you by borrowing from a bank or the insurance company* 
Or you nay wish to cancel the policy. 

■;(/ 
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ra4f AM 

LIABILITIES? 



Other assets may also include accounts receivable, or 
other debts due to you that are not currenti and invest- 
ments ^ such as stocks and bonds , that you may have in 
other eompaniei. 



Business lial'ilitlias express the cash value of what 
you owe to others* They are closely tied to business 
assets. Liabilities are debts incurred by the business 
to acquire assets* Liabilities may be classified as 
current liabilities or long--term liabilities, 

A current liabilit y is an obligation you owe to 
some individual or firm which will be settled by use of 
a current ass^:. Usually^ a current liability matures or 
comes due within twelve months. These liabilities are 
debts that are due within one year to be paid with cash 
assets or assets which will be converted into cash within 
ninety daySi 

The most coimnon type of current liability is 
accounts payable* When you order and receive merchandise 
and services for labor performed^ you incur a debt that 
usually will have to be paid within one year* These 
debts are considered accounts payable in that they are due 
on account with your supplierSi 



Liabilities 
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Other types of current liabilities are withholding 
and social security taxes payabls. These are liabilities 
that cause entrepreneurs considerable problems. Money 
withheld from your salary and your employees' saJaries 
in the form of payroll and income taxes must be subirLtted 
to federal, states and local governments within specified 
time periods s usually quarterly. Some businesses that are 
short on funds will use this money for operating purposes 
and ultimately place themselves in difficulty with the 
Internal Revenue Service or other taxing authorities* 

Another coramon type of current liability is the 
portion of a long-term debt that is due within one year* 
EKamples of this type o£ current liability include mort- 
gages and long-term notes payable. 

Long-term liabilities are those debts that are due 
after twelve months of maturity. They consist normally 
of real estate mortgages * long'-term loans, and similar 
obligations. Usually the funds obtained from entering 
debts of this nature are used to purchase buildings 5 equip 
ment, and other fixed assets* 

Net Worth 

Basically, the net worth entry reflects the owner's 
equity or investment in the business. These assets are 
acquired either by incurring debt or with funds inveEted 
by the owner. The net worth entry on a balance sheet of 
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l/HAT IS THE 
PROFIT AND LOSS 
STATEMENT? 



a sole proprietorship states the o\mer's investm^.nt in 

the business. The net worth entry for a partnership states 

each partner ' s investment separately , 

The principal function of the ownership or net worth 
entry is to act as a cushion for any losses that may occur. 
As far as the creditors are concerned , the net worth acts 
as a protection in case of nonpayment of debt* Businesses 
that fail will often end up with a net worth that is nega^ 
tlve. That means that the creditors not only have a claim 
on all the assets , but that after all assets are converted 
to cash, there will not be enough funds to pay off all debts* 



The profit and loss statement is a financial statement 
which reflects the income and expenses of a business over a 
period of time* This contrasts with the balance sheet which 
proT^ldes the financial picture of a business as of a given 
date, contains a limited amount of Information by covering 
only one business day, and it does not tell the entrepreneur 
how efficiently the assets of the business are being used. 
The profit and loss statement is truly an operating record 
which provides you with measures of your efficiency and 
ability to make a profit* EKhlbit F is a profit and loss 
statement suitable for the entrepreneur who is just start- 
ing a business* 



THE PROFIT AND LOSS STATE>ffiNT 
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PRDFIT AND LOSS STATEhffiNT 



Gross Sales 

Less Returns and Allowances 



Total Cost of Goods Sold 



Gross Profit or Margin on Sales 
(Net Sales Minus Total Cost 
of Goods Sold) 

- Selling Expenses 

- Operating Expenses 



Net Profit on Business 



Nat Sales 

Cost of Goods Soldi 
Beginning Inventory 
Plus Purchases and Freight 
Minus Ending Inventory 



EKhibit G is another exemple of a profit and loss statement 

Exhibit G 



Om THE PERtOD iEGiNNINa^ 



rr tAirs 

atr or goods solJ! 

TOTAL INVENTHRIES AT Pl^ 
GINNING OF PLRieD^ ^ 

ADD- PURCHASES DURING 
FfUlOD 



TOTAL= 



DEDUCT: TOTAL iNVEKTORiLS 
AT CLOSE OF PERIOD^^_ 



mU PROFIT^ 



IMiNlSTRATlyE. GENERAU AND 
ilLLING £JtPENSE5| 



FPOf^JETOR*^ SALARY^ 
DEPRECfATlON 



STATEMENT OF PROFIT AND LOSS 

-- AND EHDiNa_ 



OPERATING PROFIT^ 
f OTHER INCOME; 

INVESTMENTS, 



CASM DISCOUNTS RECEIVED^ 

OTH ER_ _. _ 




TOTAL^ 



OTHfR EXPENSES: 
INTERCST 



CASH DISCOUNTS GIVEN^ 
PAD DEBTS 
OTHE R, _ 



TOTAL. 



(American Banker'n Ashcic lat iDn, 1940) 



NET PROFIT OR L01.b TO T 
NET WORTH OR SURPLUS 
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Components of a Profit and Los s Statement 



' ' MAT ARE TEE 
COMPONENTS OF 
A PROFIT AND 
LOSS STATEMENT? 



The profit and loss statement has parts or cata-- 
gories which are commonly used for constructing or pre- 
senting the statement. The first* and probably the most 
important components is gross sales . In the case of a 
typical retail business ^ this component represents the 
basic source of revenue and is comprised of total revenues 
rGceived from sales for the year. This item ia adjusted 
to arrive at angt sales figure by deducting returued 
merchandise or allowances for spoiled or damaged merchant 
dise. If the business is operated by a plumbers contractor, 
or person who sells services rather than merchandise, the 
category would be labeled gross bil liri 'S. 

The second component is the c^ of goods 
sold^ section* The cost of the merchandise that your firm 
sells should be distinguished from other expenses of doing 
business and listed separately. This figure represents 
the total price paid for the products sold during the 
accounting period, plus in transportation costs - 

After you have determined the net sales and the cost 
of goods solds It is possible tf culate third component, 
the gross profit on sales, or what is coranonly named 
gross margin * The gross margin equals sales less cost of 
saleSi which is really the dollar portion of your sales that 
represents your markup on the inventory. 
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If in analyzing your profit and loss statement, you find 
that your profits are not as much as they shauld be, you can 
either increase your margin (or markup) on your existing sales 
volumes or increase the sales vol™e on the same margin. Gross 
margin does not take into account selling or operating expenses. 

The fourth component Includes two categories of expenj es i 
selling and other operating expenses. These are important ex- 
penses In most businesses. Selling expenses are those expenB-* 
es that result from activities performed to increase the sales 
volume* They would Include salespersons' salaries , travel 
expenses for salespeople^ delivery expenses ^ and advertising. 
Other operating expenses are those expenses incurred in the 
general operation and administration of the business. They 
would Include office expen i and salaries * accounting expens- 
esj telephone expen ^ ^ep. irs for equipment ^ and deprecia- 
tion of equipment and building. In shorty -^other'' operating 
expenses include any expense that is not directly attributable 
to sales or service Incoine and is considered an overhead expense. 

The last component of a profit and loss statement is net 
profit . The net profit of the business Is the final profit 
after all normal costs and expenses for the accounting period 
have been deduc* Net profit is the "bottom lint" which 

summarizes the results of your business. For example^ the 
deduction of total selling expenses from gross profit on 
sales permits the determiniation of net profit on sales. 
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Net profit on sales indicates the profitability of all 
buying and selling activities before allowances are made 
for the general overhead costs of conducting the business. 
Net profit does not reflect any incoine taxes because 
income taxes are not considered a normal □perating expense 
If you are operating a sole proprietorship, net profit 
from your business will be transferred to your individual 
federal income tax return on Schedule Form 1040, and 
may be only a portion of your total taxable income. 

A Small Manufacturer's Profit and Loss Statement 
Because the small manufacturer coverts raw materials 
into finished goods, the method of accounting for cost of 
goods sold differs from the method used by wholesalers, 
retailers, and service firms. As in retailing and whole- 
saling, cor^uting the cost of goods sold during the 
accounting period involves beginning and ending inven= 
tories, and purchases made during the accounting period. 
But In manufacturing, it Involves not only finished goods 
inventories, but also raw materials inventories , goods-in- 
process inventories, direct labor, and factory overhead 
costs* 

* To avoid a long and complicated profit and loss state- 
ment, the cost of goods manufactured is usually reported 
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sepaifately. A few of the com on terms used in this type of 
profit and loss statement for a typical small manufacturing 
company are a) Raw materials-the materials that become a part 
the finished ^ product, b) Direct labor-^-labor applied directly 
to the actual process of converting raw materials into 
finished products , c) Manufacturing overhead—depreciation, 
utilities, insurance, real estate taxeSj the wages of 
supervisors and others who do not work directly on the 
product, etc. This last term should include all manufactur'- 
ing costs other than raw materials and direct labor. 

NUMERI CAL FINANCIAL INDICATORS 
How can you use the informatinn from thp balance 
sheet and the profit and loss statemenn for financial 
manageme^it? A visual check of these financial statements 
will give you a feeling for the state of your business. 
For instance, they can tell you if your saleg costs and 
profits are close to those projected by you for the 
accounting period* 

In addition to providing a visual review, inforTnation 
in financial statements can be used in other ways. Various 
useful relationships exist be&^een some of the figures 
presented. A number of indicators have been worked out for 
comparing the figures, 
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Ratios 



Wm ARE RATIO 

ANALYSES 

IMPORTANT? 



WHAT INFOR- 
MATION DOES 
THE 

RATIO PROVIDE? 



In Tnany ways, these Indicators, often eKpressed as ratios, 
ar*^ more useful for analyzing your business operations than the 
dollar anounts* Computing ratios will make it possible for you 
to compare your firtn's performance with the average performance 
of sJinllar businesses as well as provide you with clues for 
deteminlng the trends in your business operations. Ratios will 
not provide you with any automatic solutions to your financial 
problems. They are only tools—although very important ones-^ 
for measuring the performmce of your business. If warning 
signs appear, look for causes and find possible solutions. 
There are four coimam ratios: 
t Current ratio 
Ac id -^t est ratio 
Averag,e collection ratio 
Inventory ratio 
Current Ratio 

toe of the most widely used ratios is the current ratio. 
It measures current assets available agains current debts. 
ROTCTiber that current debts are all debts falling due in a 
period of twelve months * Uaually a current ratio of 2 to 1 
is considered good. Below is an example using information 
taken from a balance sheet i 
Current Assets 



Curivent Liabllltiei 



$7,000 ^ . 0 ^ IS 

faloOO ^ 2^33 (or 2,33 to 1) 
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Although a current ratio of 2 to 1 is generally considered 
good, determining whether specific ratio is satisfactory 
depends on the nature of the business and any special char- 
acteristics of its current assets and liabilities. 

If your current ratio is not as you would want it, 
then you need to investigate how to decrease your current 
liabilities or increase your current assets. 



WHAT INFOEMATION 
DOES THE ACID- 
TEST RATIO PEOVIDE? 



Acid-Test Ratio 

This ratio is similar to the current ratio except 

that the liquid (immediately available) assets are considered 

in determining the ratio* The ratio answers the leations 

of whether the business could meet its current liabilities 

if all cash incotne from sales sudden 1 " stopporl . An ac 

test ratio of 1 to 1 is considered goodi Here is an 

example using information taken from a balance sheet: 

Current Assets ^ $4,000 ^ 
Current Liabilities ^ $3,000 

Since the acid-test ratio does not include inventories, 

it concentrates on such liquid assets as cash, government 

securities, and receivables. 



WHAT INFORMATION 
.DOES THE AVERAGE 
COLLECTION RATIO 
PROVIDE? 
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Average Collection Ratio 

By computing the average collection ratio you can 
determine whether your average collection period for 
accounts receivable is too long. The collection period 
should not eKceed your credit time by more than ten to 
fifteen days. Knowing the average collection period gives 
36 
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you information about the quality of your credit accounts. 
If the amount of time involved in collecting accounts 
receivables is e^^esslves the credit ' lectit n -cies 
should h^* examined 

The number of days involved in collecting accounts 
receivable can be calculated using information from the 
balance sheet and the profit and loss statement. The 
formula for calculating the averar^p nnllectlnn ritio 
Involves two step 



Step 1 



Step 2 



Net '2' ' ' for _y r 

Day. for sex In^^ 

Account^ receivable 
Average sales per day 



Av 



es each day 



Days involved in col- 
lecting atcountfl 
receivable. 



Using information taken from a balance sheet and a 
profit and loss statement ^ the average collection period 
is computed for a sample firmi 



Step 1 



Step 2 



Net: sales for year ^ 300^000 
Days open for selling 365 

Ac^o un t s r e c e i va b 1 e = 400 ^ OOP 

Average sales each day 822 



822 average sales 
each day 

49 days Involved 
in collecting the 
accounts receivabl 



MAT XNFOmATION 
DOES THE INVENTORY 
RATIO PROVIDE? 



Inventory Ratio 

The inventory ratio tells you ho^ fast your merchan- 
dise is being sold by comparing costs of goods sold and 
average inventory. The ratio for your business should be 
compared to turnover rates for businesses similar to yours. 



37 



51 



Part III, Unit B 
Financial Management 



A desirable rata depends on your level of business, type of 
inventory, and location of firm. If your business is subject 
to seasonal salas^ you will want to determine inventory 
ratio each month. A high ratio usually indicates that your 
business has Inventory that is current and salable and that 
your firm has good pricing policies. However ^ inventory 
ratio may reveal an inventory turnovar rate that is^ too 
high. This condition can lead to inventory shortages and 

dissatisfaction among customers who cannot get what they 

want when they want it . 

Information for the ratio is taken from the balance 

sheet and the profit and loss statament. Below is a formula 

for determining your inventory turnoveri 

Cost uf goods sold _ times inventory turnover 
Average inventory ^ in stated period of time. 

Break-Even Point 
Another indicator available in helping you determine 
how well your finances are working is the break^even point. 
The break-even point is the amount of sales that your 
business naeds to have in order to have neither a loss nor 
a profit. It is the point where sales volume just covers 
costs. Of course j you want to make a profit. Therefore^ 
knowing the break^even point will allow you to set your sales 
goal higher anH watch expenses closely. It will also help 
you determine whether—and when — ^your business will begin 
to make a profit, 
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In order to compute the break-even point or volume^ 
you need the total fixed cost and variable cost figures 
from your financial statements. The formula isi 

Total fixed cost 
Break-even point - Selling priced-variable cost 

per unit. 

Consider an example. Your total fixed cost is $15,000* 
The selling price par unit is $100 and the variable cost 
per unit is $23. So, in order to break even, you need to 
sell 200 units. 

Break-even point ^ $lo6^^^$25 * units. 
Thus mere than 200 units will have to be sold before any 
profit will be realized. 
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EXPLORATION ACTIVITIES 

Do you feel knowledgeable enough in financial 
management to put into practice the management tools 
discussed in this level? The following activities will 
help you experience some ''real" situations. After com^ 
pleting the activities ^ do a self ^evaluation to check 
your understanding of the material. 



1. Prepare a personal balance sheets using 

the form ccintained in Exhibit D or E 

of t he t ex t . 
2* Below is a list of current and fixed 

assets and current and long-term 

liabilities: 

Short--term loans 

Equipment 

Cash 

Inventory 

Mortgage 
Trade credit 
Land 

Long-term loan 
Accounts receivable 
Building. 

a. Divide the items in the list above inio 
assets and liabilities. 
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h. Label the items in che lisL of assets 
as either current or fixed* Label the 
liabilities either current or long-tarm. 

3, Distinguish between current and fixed asset^^ 

4* Define these terms: 

a. Cost of goods sold 

b. Net worth 

c * Current liability 
d. Intangible assets 
Gross margin* 

POSTASSESS^NT 

1, Distinguish between a balance sheet and p. profit 

and loss statement. 
2* Define assets and liabilities and describG two 

types of assets and liabilities, 
3^ Describe the functions of financial management* 
4. Describe these ratios and state the formula 

for each I 

a. Current ratio 
b* Average collection ratio* 
5* Discuss breaks-even volume and state the formula 

for determining these figures. 



41 



53 



Part III, Unit B 
Financial ManagGmGnt 

Compare yuur answers to your responses to the pre= 
acsessment. Ycu may want to check your postassess-- 
ment answers with your instructor. 

SELF'EVALUATION 

How well did you know thii information needed to 
do the activities? 

( ) Very well 

( ) Fairly well 

( ) A little. 
Be honest with yourself. If you feel ^^^-i don't 
know the material well enough^ it might be helpful to 
review this section before going on. 
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PREPARATIUN/ 



PART in. UNI 

FINANCIAL MANAGEhcd' 



PREASSESSMENT 



Her^ ara some quastions that test for knowledge of the contents 
of this level. If you are very familiar with the information needed to 
answer them, perhaps you should go to another level or unit^^check 
with your instructor. Otherwise, jot down your answers. After you^ve 
read through this levels take the ^.ostassessment at the end of the 
"Preparation/Acaptation Activities" section and measure what you-vc 



1, How are balance sheets and profit and loss statements 
used in financial management? 

2, What are current ratio and acid^test ratio? Give the 
formulas used to compute each* 

3, Identify the components of a change in owner's equity 
statement , 

4, Draw and explain a break-even point graph, including 
components. 

5, What are the similarities and differences between 
financial ratios and financial statements? 



learned 
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TEACHING/LEARNINr. OBJECTIVES 

Upon completion of this level, you should ba able 

to: 

1* Prepare a balance sheet and a profit and 
loss statement. 

2. Describe the informatinn provided by finan-= 
cial ratios . 

3. Analyze the profit and loss statement and 
the balance sheet of a new business. 

4. List reafons for preparing graphs of 
financial data* 

5. Prepare a change in owner's equity statement* 
6* Use break-ev^.i analysis to deterinine the 

relationship between costs And profits* 
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mY STUDY 
FINANCIAL 
MANAGEMENT 
TECHNIQUES? 



SUBSTANTIVE INFORMATION 

FINANCIAL MANAGEMENT TECHNiq r^ri 
To operate your business successfully, you will have 
to be able to use financial managament techniquas* A 
working knowledge of the basic financial statements 
used in business v;ill help you plan 3^our anticipated 
invesLment in the business^ and will help you project 
a desired income from your business. The key word in 
financial raanagetnent is control* A corninand of the tools 
and techniques of financial management will help you 
exercise control * You will also be able to establish 
funflamtntals for success much more easily if you have a 
solid background in control through financial management. 
The fundamentals for success include: 



.1, Proper balance and investment in assets 
such as a buildings fixtures j and other 
equipment 

2. Sound management of both short-term and 
long--term debts 

3. Sound credit terms and practices relating 
to selling on credit 

4. A reasonable appraisal of whether or not 
you are realizing an adequate rate of return 
on your investment, based upon the amount 
invested in your business and the time 

you devote to it* 
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FINANCIAL STATE>fENTr 



DO FIMNCIAL STAi 
MENTS HELP IN 
DEVELOPIflG GOALS ^ 



The balance sheet, profit and loss statement and cnvner-s 
equity statements are toolj an entjreprenaur can u^e to provide 
a written statement on the financial goals for a business. 
Before you open your bu^^iness, you should set goals for vour 
proposed venture. Obviously these goals inay change, but by 
establishing a meon^agful financial plan of your operations, 
you autoTnatically set future goals and targets whicb are not 
only measurable but also meaningful in dollars and cents* 



OW CAN YOU USE THE 
AUNCE SHEET? 



' Information From The Balance Sheet 

The balance sheet is a photograph of the business at a 
given time, showing Its assets, liabilities^ and the owner's 
investsment on a particular date. It m.ay also be a projected 
statemiSnt used to determine goal achievement or to provide 
information for obtaining a loan. The balance sheet is usu-- 
ally prepared on the last business day of the month. 

In the balance sheet, the total assets are equal to the 
total liabilities plus the net worth of the business. The 
equation for the balance sheet is: Assets - Liabilities + 
Net Worth, Assets are anything that the business owns, in- 
cluding cash on hands equipment and inventory* The assets Include 
both current and long-term debts. Net worth is the owner's or 
owners' investment in the business. 

Exhibit H is a pictorial representation of the itemf? 
found in a balancG sheet. 
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EXHIBIT H 



BALANCSSHErr 
This is how ihg business looks on a specific date. 

UABiurm 



Wha! the business ilsel^owns, 



CillKHKNT ASHKTH; In varying slMes of 
beinn {.onverterl inlo c:ash-=within (Hk 
next 1 2 months, 



l.AHW: Money on hand, in the 
bink. 



J ACCOUNTS RKCFIVABLK: What 
the CustQinefS owe the business for 
iTierehandise or services they 
bought. 

INVENTORY; MerchantHse on 
hand: 

1) reedy \o he sold 

2) in some stage of production 

3) rpw material 





FIXED ASSETS; Used In the operation of 
the business. Not infended for resale. 



REAL ESTATE: Land and buildings 
used by the business. Listed a! 
original cost. 

LEASEHOLD LMPROVEMENTS: 
Permartent installations — 
remodelini or refurbishing of the 
premises. 

MACHINERY. EQUIPMENT. 
VEHICLES; Used by the business 
Listed at original cost. 

Leas Aceumu'aied Depreciation; 
These assets (ixcept land) lose 
value through wear, tear and age. 
The business claims this loss of 
value as an espensg of doing 
business. The i unning total of this 
escpense is the accumulated 
depreciation. 

Nrr FiXLn assets; cost nf fixed 
assets less depreciation - Present 
Value, 



This ?,i£io tjf fhp bfiUni,e shuei ^hows ^hi- 
frldims ofi the AH^m^bv both crediiufs 
dnd owntfrs of (he husiness. The chiiins ul 
Lreditors^qre dpnts of thi* busme?;-i-^=fhM 
LlAtiiLlTlO gu n^r i lIahu i*i his 
inveslmeni m (he husinr?ss = !he SET 
WORTH 



CURRENT LIABILITIES: Debts owed by Ihti 
business to bo paid within the nest 12 
months. 



NOTES PAYABLE; IGU Hank (.r 
Trdde Cireditor^ 

ACCOUNTS PAYAI^LE; inU Trndi 
If Suppliers. 

INCOSIE TAXES; lOU 
CiOVernment. 



LONC^ rERM LIAHILITIES; Dehts owmi hv 
ihe business !□ he paid heyond the ne u 12 
nicnths 



MORTGAGE: Oi properfy. 



NET WORTH; Uwiiyr's far stockholder 
claim on 'he assets of the business: his 
investmen = . His equity m the businy.s 



For Proprietorship or Partnership; 
MR OWNER. CAPi i AL; Owner s 
ori>,ina| investment plus any 
profit reinvested in the business 

Eor Corporation; 

CAPITAL STOCK: Value assigned 
to the original issue of stnck by the 
directors of the corporation. If iho 
stock sold for more than Ihe as- 
signed value, the excess wiM show 
as: 

SURPLUS. PAID IN; The difference 
between assigned value and selling 
price of the original issue of stock 
(The subsequent selling price of 
tJie stock docs not change the as^ 
signed value.) 

RK^rAlNEn EARNINGS: Profits 
reinvested in the business AFTER 
paving dividends 



BALANCE SHEET EQUATION; ASSETS ^ LlAf^ILITIFS ^ NET WORTH 



Reprinted with permission from Bank of America NT & SA 

Understanding Financial Statements" Vol, 7, No. 11, 
Stmll Business Repgrter , Copyright 19 71, 
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Intwruiation From the Protit and Loss Statement 



HOW CM YOU 
USE THE PROFIT 
AND LOSS 
STATEmNT? 



The profit and loss statement is like a movie that 
pictures costs and expense against sales and revenue 
over a period of time. The profit and loss statement ^ 
sometimes calied the incomie statemenL, has five basic 
parts I) total sales, 2) cost of goods sold, 3) gross 
profit, 4) eKpenses and 5) net profit. The '^botcom lint 
on the profit and loss sta cement shows whether che busi^ 
ness made or lost money during the period (Exhibit I) . 



EffllBIT I 



"the iOHNSTON CITY DISCOUNT STORfi 



Profit-and-Loss Statement 



1. Net sales 5125.000 ^ 

2. Cost of goods 70.000 

sold 

3. Gross margin . . $55,000 



4. Selling expenses: 

Salaries $12,000 
Commissions 4.000 
Advertising 4.000 
Total selling 

expense . , . JZO.OOO 

5. Selling margin J35.000 

6. Administrative and 

general overhead 
costs 10. ^on 

7. Net profit before 

taxes . _ _ . . S24.500 



Explanation 




Amount received or receivable from 
customers, excluding sales lax. discounts, 
returns, and allowances. 
What the |oods you sold cost you to make 
or '?uv. 

The difference between net sales and cost of 
goods sold. Also called gross profit. 

Salaries and wages paid to sales personnel 
Commissiony p^id to sales persnnneL 
Amount spent to attract customers and 
increase sales. 

Expenses of operating the business, 
exclusive of selling expenses. For single 
proprietorship, does not include 
compensation to the owner. 



From Principles of Small Business Management by S, N, 
McFarlane. Copyright 1977 ^ McGraw-Hill Book Conipany, 
Used with permission of McGraw-Hill Book Company* 
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OwnBt\s Equity Financial Statement 
WHAT IS AN OP/NEE The third fundainental financial statement Is the change 

EQUITY FINANCIAL in owner's equity schedule. The change in the over's equity 

STATEMENT? statement reflects tho^e Bi';;nlf icant items that change thti net 

worth or the amount of capital or funds invested by the ower 
of the business p This schedule includes the owner's with- 
drawal or salary. Other adjustenients indicated on this finan-^ 
cial statement are additional invest eTnents by the owner of the 
business or possibly a write-down or an adjustement for value 
of equipTnent and building. For the new entrepreneur, it is 
Important to retnsnber that additional capital may be needed zo 
keep the business in operation and that nonrecurring items 
such as a wite-down of business equipment may be necessary. 
These changes will be refiected in the change in owner's equity 
financial statements. They should also be considered as an 
integral part of the firm's operating records. Exhibit J 
is a profoma schedule which reflects the statement of the 
proprietor's capital and shows any changes in the owner's 
equity. 
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EXHIBIT J 



J, Q, Entrepreneur Business 
f'tatement of Change in Owner's Equity 
For Year Ending December 31 ^ 19 



J. Q. Entrepreneur^ capital^ January 1, .19 



KXXX . XX 



Additions 

Net profit from profit and loss 
Additional capital contribution 



XKXX , XX 
XXXX , XX 



xx:<x * XX 



Deductions 

Withdrawals for 19 ^income taxes 

J. Q. Entrepreneur -s salary 
Write down in value of store 
property 



XXXX. XX 
XXXX * XX 



XXXX * KX 



J. Q, Entrepreneur's capital^ 
December 31, 19 



XXXX . XX 
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FINANCIAL STATB-IENT ANALYSES 
HOW ABE FINANCIAIj There are various financial reports that can be helpful in 



STATEMENTS 



financial management. The princr'^pal ones are the balance sheet 
and the piOf^w and los^ ^pLaydni^nt- « They ^^d. uns bas^s £01' iinsn'^ 
cial analyses of your firm* Financial statement: analysis is a 
control method in which infarmation from both the balance sheet 
and profit atiC loss staterrBnt is examined and relationships among 
items are established and compared. Information from current and 
pro,;^ected statements can be analyzed in the same way. These com- 
parative measurt^s (stated as ratios) answer questions ^uch as* 
Can the company pay its bills on time? Is the money invested in 
the firm bringing you as much profit as it could? Careful finan- 
cial analyses not only help you in assesiiing the firm's financial 
condition but also assist you in making bound management decisions* 

Financial Ratios 

HOW USEFUL ARE Financial ratios make it possible for you to coinpare your 

FINANCIAL RATIOS? company's performance with the average performance of similar 

businesses. However: 

All businesses are not exactly comparable. There are 
different ways of computing and recording financial data 
on financial statemants* Therefore, there may not be 
exact points of comparison; that is, figures for your 
business may not exactly compare to those for a business 
whos figures are computed or recorded in a different manner. 
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RaCios are computed for spGclfic dates, rnleSK 
the financial stacemenLS are praparad or con, tiu* 
niant: rocent data oi v'ou: i r::i r^iiy b-: i n .:. : ■ i r'l t: , 
Financial scacaments show what has hanncned in the 
past. One of the bast uaaa of a ratio Ls to pruvldu 
you with cluas ragarding future p^roblams and oppor^ 
tunities. But since ratios are based on past perfur- 
mances you will nead to usa your entrepraneur ial skills 
to predict and make Judgements about the future. 
Trade associations regularly publish ratios for retail, 
whoiesala and nmnuf acturing firms. Dun and Bradstreet, Inc , 
annually publishes business ratios. If you use the services 
of a large public accounting firm, they will probably have 
access to standard ratios and can advise you ragarding your 
firm's financial condition. 

The four "key*' business ratios include 1 current ratiOj 
2) acid--test ratio, 3) debt to tangible net worth, and 4) inven- 
tory ratio. 
Current Ratio 

Current ratio is one of the most cQmmonly used measures of 
a firm's financial strength* The main question it answers is: 
Does your firm have enough current assets to meet its current 
debts— with a margin of safety for possibla lossas such as 
inventory shrinkage or uncollec table accountH? 



Financial Mana^jment 



Carrent ratio is current assets divided bv current liabilities,. 

This figure shoulH be at :^fist 2:1, thus providing airple margin 

for eventual payment c^k rurv^nt debts . The 'urrent ratio is 

computed by using this formula- 

Current ratio = Currant Assets 

Current Liabilities 

There is a difference between current ratio and working 
capital. Working capital raprLis-nts the dollar amou = ' Df current 
assets minus the dollar amount of current liabilities. When com- 
puting working capital remember that your inventory may be highly 
seasonal j thus making it easy to overstate your working capital. 
Usually your liabilities are items due within one year and pay- 
ment cannot be postponed. It is your current asbats that are 
subject to analysis s they should be examined carefully before com= 
puting the final figure. Therefore, if a substantial amount of 
the working capital is tied up in accounts receivable, you may 
want to consider the policy of accepting national and bank credit 
card purchases. This would partially minimize your receivables. 
However, there is usually a 3% to 5% charge for converting your 
receivables into cash when you use national and barik credit card 
systems . 
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Acid-Test Ratio 

WHAT IS ACID^ A more accurate ratiOj which measures the debt paying ability 

TEST RATIO? of a business i is the acid-test ratio. The acid-test ratio meas- 

ures only cash and accounts receivable as the current assets against 
all of the current liabilities. In other i^'ordss inventory has been 
eliminated from the current assets and the ratio calculated is the 
adjusted current ratio. The rule of thumb is that this figure 
should be 111, 

The acid--test ratio is computed by using f^his formula: 

Cash ^ receivables + government secur ities 
Current liabilities 

This ratio will show if you should have enough in cash and 

accounts receivable to pay all of your current liabilities at any 

one given time. It answers the question: If all cash income from 

sales were to stop, could the firm meet its current debts with 

readily convertible funds: 

Debt to Net Worth 

WHAT IS DEBT TO The debt to tangible net worth ratio is another "key" ratio, 
f^ET WORTH ^ Debts of course, represents all debts^-both current and long^-terii, 
RATIO? Tangible net worth is the worth of a business, minus any intangible 

assets such as goodwill ^ trademarks , patents, copyrights, u^' fran^ 
chise fees. Intangible assets that have an indeterminable value 
shou]d not be included in net worth. For examplej goodwill rep-- 
resents a value of earning power acquired over a period of timei 
For a new business, its value is somewhat vague, and does not: need 
to be added into a rntio which compares what the firm owes to wlmt: 
it owns. • 
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If the ratio of debt to tangible net worth is greater than 1:1, 
then the business is undercapitalized and debt should be reduced or 
additional capital should be invested, A lender ^ such as a bank, will 
find it difficult to lend money to a firm whose debt exceeds the net 
worth. 

To determine the debt to tangible net worth ratio, use this 
formulae 

Current liabilities 
Debt to tangible Net Worth ^ Tangible net worth 

i nventory Ratio 

WHAT IS Inventory ratio measures "costs of goods Bold" against average 

INVENTORY inventory. This ratio tells you how fast your merchandise is being 

RATIO? sold. The formula for determining inventory turnover isi 

Cost of goods sold ^ number of times inventory turns over 
Average inventory in a stated time period 

Usually, a moderately high ratio indicates that your inventory 
is current and saleable and that your firm has good pricing policies. 
An extremely high ratio may indicate that your inventory turns over 
too often — ^this may lead to shortages and customer dissatisfaction. 
A study of turnover rates in similar businesses will help you deter-- 

mine the appropriate rate for your business. 

FINANCIAL PROJECTION I A CASE STUDY 

HOW CAN Betty Jones owns and operates Jones Gift Shop. The shop, located 

FINANCIAL in a New Jersey resort town, is a seasonal business open only 

PROJECT'- in the summertime. The store site is rented* Jones selected the site 

IONS HELP? herself. She then became a part of a national franchise organization. 
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hy paying the one-^time fee of $1,000, She now pays a $100 fee each 
year as dues to the organization which provides advertising and other, 
management assistance services. Today the business is doing well* 
Betty Jones took a number of steps to minimize her risks, 

Jones began her business venture with $10,000 and several trips 
to a competent accountant. On her first trip she presented the account^ 
ant, Sharon Barnes, with the following investment breakdown: 

1. The owner $ 6,000 

2. Trade credit 3,000 

3# Note (payable to 
an individual or 
to a bank) 1,000 

TOTAL $10,000 

Using this breakdown, Barnes developed the projected balancG sheet 

shown in Exhibit K. Exhibit K shows that only $4,000 of the original 

$10,000 is to go for inventory. The remaining $6,000 is earmarked for 

working capital, equipment, and the franchise fee. During that first 

meetings Jones began to think of the balance sheet as a financial 

picture of the shop as of a specific date. Before she left, Barnes 

constructed ratios based on the opening-day figures. The current 

ratio was greater than 2:1 (which is the cominonly accepted minimum) and 

the acid'-test ratio, a ratio that reflects Jones- ability to pay 

current debts, was a favorable 1^1, Barnes also calculated a debt--wO- 

tangible-net worth ratio be measuring the $4,000 debt against a tangible 

net worth of $5,000 ($6,000 minus the $1,000 franchise fee). After 

allowing for intangible assets, Barnes came up with an 8:1 ratio. This 
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Total Long-Term Debt 
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EHIIBIT K 
\ Jones Gift Shop 
ProjecLed Balance Sheet 



opening Day 


End of Year 1 


End of Year 2 


End of Year 3 


3,000 


2,000 


2,000 


4,900 


4,000 


5,000 


6,000 


7,000 




2.600 


2,900 


3,000 


7,000 


9,600 


10,900 


14,900 


2,000 


1,500 


1,000 


500 


1,000 


1.000 


1.000 


1.000 


3,000 


2,500 


2,000 


1,500 


10,000 


12 , 100 


12.900 


16,400 




3,000 


3,700 


4,000 


4,500 


3,000 


3,700 


' 4,000 


4,500 


1.000 


500 






1,000 


500 






4,000 


4,200 


4,000 


4,500 


6,000 


6.900 


8,900 


11,900 


10,000 


12 , 100 


12,900 


16,400 




2.33:1 


2.59:1 


2.72:1 


3.31:1 


1:1 


1.24:1 


1.22:1 


1. 75:1 


.8 il 


.7 :1 


.5 :1 


.24:1 
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too, was a favorable ratio. It indicated that Jonas had more 
invested in her business than her creditors did. 

During that first meeting, they also discussed the income 
Jones hoped to earn through the shop. Jones recognized the 
importance of establishing financial goals. "To do this we should 
prepare a profit and loss statement for the shop," Barnes advised. 
She explained that a projected profit and loss statement i 

1. Establishes goals and timetables for reaching the. goals. 

2 . Describes anticipated trends in profits or Inventory 
turnover. 

3. Relates the profits of the business to the Investment in 
the business. 

4. Becomes a base or a benchmark which, when compared to 
actual figures, can be used to adjust projections. 

Sharon Barnes suggested they do some research before their 
next meeting. They would need three other statistics 1) average 
merchandise turnover rates 2) average markup on margin, and 
3) profits as a percentage of sales far business similar to Jones 
Gift Shop, to develop an accurate projection. Between meetings, 
Barnes obtained figures from the local Chamber of Commerce. Jones 
completed her own research by visiting the local Small Business 
Administration (SBA) office. She also obtained information from 
trade associations, the local library, and Dun & Bradstreet, Inc. 

Jones arrived at the second meeting knowing a little more 
about average merchandise turnover, average markup, and profits as 
a percentage of sales. Barnes began their session by explaining. 
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"Merchandise turnover is nothing more than the number of times that 
the average inventory of your business turns over or is sold in a 
given time period. As an entrepreneur, it will be necessary for 
you to project or estimate the investment you will carry in inven^ 
tory and the cost of goods sold in your shop for any given operating 
year, 

'^Average markup or marginj" Barnes continued 3 ^*Is 
computed by dividing the markup in dollars by dollar sales. The 
percmtage that results will help you estimate your gross margin 
based on an estimated level of sales, 

"To complete an accurate statement you must also measure profits 

as a percentage of sales* You can do this by dividing the net 

profit (the bottom line) by sales. This should be net 

profits before income taxes , as other income items may enter into 

your tax calculations," 

Between sessions Barnes had completed the three year profit and 

loss projection for the gift shop shown in Exhiblc L, They discussed 
the projection J referring at times to the projected balance sheet 
(Exhibit K) developed during the first meeting. Note that at the 
end of the second year, the shop continues to show improvement in 
the balance sheet. The current ratio is 2,72 lis the quick ratio or 
ability to pay all current debts has improved considerably , e.nd 
the debt to net worth ratios has declined to .5^1* Profits are 
being Invested in inventory and the margin or average markup has 
continued to average over 50%, At tiie end of the third year 5 

39 



Gross Sales 

Lass: Returns = Allowancae 
Net Sales 

Cost of Goods Soldi 

Beginning Inventory 
Plus Purchases - Freight 
Minus Ending Inventory 

Total Cost of Goods Sold 

GROSS PROFIT (MARGIN) 

Less; Selling Expenses: 

Sales Force Payroll 

Coimiissions 

Ad vert is ing 
Operating Expenses * 

Utilities 

Rent 

Other 
Total Expenses 

NET PROFIT BEFORE TAXES 

Less Income Taxes 

NET PROFIT AFTER TAXES 

Average Inventory Turnover 
Average Markup or Margin (%) 
NET PROFIT AS % OF SALES 
NET PROFIT AFTER TAXES AS % OF 
OWNER'S EQUITY 
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Jones Gift Shop 

Projected Protlt and Loss 



first lear 


Second Year 


Third Year 


22,500 


30,000 


34,000 


1.500 


2,000 


25_500 


^ x J uuy 


d.O J UUu 


Jl, JU . 


4,000 


5,000 


6,000 


10.000 


14,000 


, 16,000 


5,000 


6,000 


7,000 


9,000 


13,000 


15,000 


12,000 


15,000 


16,500 



2,500 


3,500 


4,000 




500 


750 


3,000 


2,500 


2,000 


900 


1,400 


1,650 


3,600 


4,000 


4,250 


600 


600 


600 


10,600 


12,500 


13,250 


1,400 


2,500 


3,250 






250 


1,400 


2,500 


3,000 


5.0 


5.45 


5.23 


53.3% 


53.5 % 


48.5 % 


6.6% 


8.3 % 


9.5 % 


10 . 41 


36.2 % 


33.7 % 
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the business appears to be prospering* as the owner's original 
investment has now increased to $11*900 from $6,000. This reflects 
the profits from three years of operation. In Exhibit L, note 
that first year sales are estimated to be $22,500, with increased 
to $30*000 in the second year, and $34,000 in the third year. 
This projected income statement is very important. 

Since the gift store business has a relatively high markup 

(over 50%) it will probably have a low inventory turnover rate. 

High markup businesses are usually characterized by low turnover 

of inventory. Average Inventory turnover is computed by using 

this formula i 

Gross Sales ^ $22,500 

Average Inventory $4,000 4- $5,000/ 2 

Since the average inventory for the year is $4,500, based on annual 
sales of $22,500, the Inventory is turning over or being replaced 
on the average of only five times a year. 

Barnes prepared this projection knowing that most businesses 

characterized by low inventory turnover are often plagt ad by 
inventory obsolescence due to style or fad changes. Si^^ce the 
business is a gift store, the accountant advised Jones to keep 
this in mind when planning inventory. Stock those items which 
may decline in value below the cost paid for them at a minimum. 
Since one of your objectives in financial planning ie control 
over the amount of debt and its relationship with the total assets 
of the business," Barnes advised, "the important of arriving at 
both the current ratio and debt to net worth ratios quickly 




cannot be underestimated." 

Exhibit K shows that at the end of the second yearj the business 
has expanded somewhat since asaats now total $12slOO, The current 
ratio has improved since first-year profits of $1^400 have been 
put back into the business as inventory and accounts receivaijle 
are being carried. 

As the meeting ended, Barnes discussed Exhibit L, "This pro-- 
jected profit and loss statement shows estimates for your business 
for the first three years of operation. By making a detailed pro- 
jection of what you hope your profits will be in the near future, 
you have set definite attainable goals. However , that the pro^ 
jection of profit and loss is not something that is chiseled in 
marble. By their very nature , goals require change. One of the 
most common mistakes you can make in financial planning is to 
anticipate a greater sales volume than can be achieved. You 
can compound the error by overstating the margin or markup percent^ 
age. 

"As you can see, some very important financial informal. Jon can 
be obtained from the projected profit and loss sta^ .ment. Many 
meaningful comparisons , in addition to regular assessments > should 
be made. When you make assessments, be sure that the net income 
for the period should be stated as a realistic, attainable goal." 

Jones was pleased with the accountant's work and resolved to 
follow her advice. She watched inventory turnover closely. By 
doing so she learned which items were vulnerable to obsolescence 
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and fashion changes. She also computed average markup or margin. 
This figure^ expressed as a percentage, is the dollar amount of 
the markup on sales before selling expenses, Jones knew tha*^ if 
this percentage remained , high , other selling and general expenses 
would be less likely to make the business unprofitable* Exhibit 
L shows that over the three^year period * there is a slight decrease 
in this percentage (from S3.3f{ to 48*5%), Sales volume increases * 
and other expenses decrease proportionately. As a result net 
profit from the business increases. As previously mentioned * 
this particular business is characterised by an above average 
markup. In many types of retailing , the figure would be only 
25% to 35%. 

Jones computed her net profit after taxes as a percentage 
of equity* By doing this, she learned how much her investment was 
mating* She decided that if this rate of return were ever to 
drop to a point where she questioned her reasons for being in 
her businesSj she would ask Sharon Barnes to conduct another 
detailed and careful analysis of the profit and loss items. 



CAN INFORMATION 
ON FINANCIAL 
STATEmNTS BE 
VISUALIZED? 



Visualizing Financial Information 
Many times it is difficult to visualize or fully understand 

the trends which are predicted ^ in projected balance sheets and 
profit and loss statements* Graphs can be drawn which can relate 
the significance of these trends. For example, a graph can re-- 
fleet the projected margin percentage and the anticipated percent^ 
age of net profits to Gales, EKhibit M granhically shows the same 
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Jones Gift Shop 
Bottom Line Graph 



August Markup (%) 



- Net Profits % of Sales 



YeMr 1 



Year 2 



Year 3 
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percentages that wsre stated in Exhibit L. 

Using graphs to help analyze your business finances might be a 
helpful technique, You may even want to retain "you^^or^f^ 
projections on a graph and, as you m^ke changes in your bala^i^e 



sheet and profit and loss statement , show these changes using a 
different spibol. As Exhibit L shows, the percentaga of sales 
continues to increase even though margin or markup declines some- 
what. This usually can be attributed to an increase in sales volume 
and control over expenses of the operation. 

BREAK-EVEN ANALYSIS 

WHAT DOES BREAK^ Profits made from the sale of your firm's goods and services 

EVEN ANALYSIS are the "bread and butter" of your business. Profit levels are 
TELL? detemined by the volume of business and the selling price estab- 

lished versus actual coots. One management tool that determines 
the "right" profit level for your firm is break-^even analysis. 

Break-Eve n Point 

WHAT IS THE Computing the break-even point Is one technique available to 

BREAK-EVEN determine when y&u^f'^usiness will begin to make a profit. The 

POINT? break-even point tells you how much business your firm will need 

to do to break even, that is, to operate with neither a profit nor 

a loss. 

To determine the break^even points you must first determine 
costs, variable costs, and semivariable costs. Once all costs 
have been calculate^ , the following formula can be used to deter 
mine the break-e'^ren point (volume of business) * 
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Break-even point ^ Tu f al f ixed costs 



Selling price - varl^ible cost 
(per unit) 

For axamplBj assume that your total fixed costs are $15,000 5 and you ate 

selling a product for $100 a unit and the variablG! cost unit in S25. 

In order to bx^eak even, you need to sell 200 un'^s. 

Break-even point _ $15^000 20O units 

$100 - S25 

Thus J if you sell less than 200 units at these costs, you will have 

a loss- Of course, you will want to do better than break even^ If you 

want to make a profit, you will have to sell more than 200 units at these 

Break-Even CQmponent s 
WHAT ABE Since break^even analysis described the point where income equals 

BREAK^ total costs, the first twc items to be calculated are the fixed and 
EVEN variable costs * Fixed costs do not vary with Che level of business act-- 

COMPO'- ivity. Examples include adTninistrative salarieis, property insurance, 
NENTS? depreciation of equipment, and rent. Variable costs vary directly 

with the volume of activity. Direct labor and materials are examples. 
They double if production doubles, and drop to zero if production is 
zero. Semlvar iable costs change with the level of business activity^ 
but not in direct proportion* Office equipment or supervisors' salaries 
might be examples of semlvariable costs. Such costs are usually about 
the same regardless of the ievel of output. 
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Comp aring Relationships of Costs to Profits 
MAT INFOR- Break^evsn analysis can also help you compare che relationships 

MATIGN of cost to profits at different volumes of sales. You can use breaks 
IS evea analysis to determine the proL lability of different items in a line 

OBT/ 'WD? of products that you sell. it can answer such questions as ^ Which items 
are most profitable? l^ich are least profitable? Have any items passed 
their popularity peaks? Have they sho™ decrR^sing profits? How iiiany 
units of the new product will need to be sold hctori: it will begin to bring 
in a profit ? 

It is possible to represent visually the relationship of "o 
profits at different sales volumes; this is doiie with a break^even chart, 
Exhibit N la a break=even chart which not only shows the break^even 
point s but also shows profits and losses for other volumes of sales. 
It is based on information for a manufacturing company with costs for one 
of its products figured as: 

Total flKed costs - $100sOOO 
Variable costs - $50 per unit 

. Selling plica $100 per unit. 

EKhibit N shows that profits depend on the number of units sold only 
when the price and cost patterns do not change. Each of the factors that 
affect profit can be varied. Knowledge in financial managment would tell 
you that if you could find a way to reduce flKed costs you would be able 
to lower the break-even point. Or, you could reduce varlgble costs, which 
would affect the uotal cost line, causing it to rise less rapidly. You 
could also raise or lower prices. An increase in price would lower the 
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brenk-Bvan point again. The sicuation is similar to the invantor 
who said that if he could only sell one of his inventions for 
$500,000, he would make a t\dy profit, 

Analysis of ExhibiC N will show the lollowing about th^ 
braak-^even point: 

, The larger the loss area the greater the down side riak 

The larger the profit area the greater the up aide potential 
or the opportunity 
, The larger the fixed costs the higher the risk (increases 
loss area) 

The larger the proportion of variable costs the higher 
the risk ^increases loss area and decreases profit area). 
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EXHIBIT : 

Break^Even Volume 

(Fixed costs, SlOO^OOO; variable costs^ S50 per un^^t; 
selling prices $100 per unit) 




Loss 

Potential Units Sold 

Area 



Adapted from Striall Business Administration^ A Handbook of |rna.il Busine ss 
Finance * (pp*31^36) 
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Mirdmiz lng Busln c ^ s Risks 
CAN BREAK^EVEu Th^ braak-aven poinc helps measure the risk of the business 

ANALYSIS HELP venture. The following strategics vdll help ynu utilize break- 
REDUCE RISKS? even analysis to reduce risk and unwise invetcmants : 

1* Phase in tiKed costs of possible. Do not set your in'" fal 
business goals at $50,000 per month unless you are really 
sure that such a projection is reasonably accurate* 

2. Allow fixed costs to grow only as the business can affoid 
it- Do without some of tha expenses in the beginning* For 
examples t tart the firm in your home or in someone else's 
unused facilities. 

2, Do not converr variable costs to fixed costs by hiring 
staff before sales * Reduced losses in the beginning de^ 
crease investmeTit and, therefore, conserve equity for the 
entrepreneur . 

4, Contract for early production if necessary, ba.^ad on profit- 
able trends . 
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PREPARATION/ADAPTATTON ACTIVITIES 

Are you able to apply theso principles to your business 
aspiratv.Q^ta ? Are you now more know! ndgeable about the functions 
of financial m^tnagement ? The following activities should help 
you check your knowledge. 
ASSESS MENT ONE 

1* How does the change in ovmer's equity statement differ 

from the profit and " iss statement? 
Za* The following list contains fixed and Vcirlable costs for a 

serviGe business. Define fixed and var fable costs and label 

each cost as fixed or variable. 



1. 


Office space 


2. 


Secretarial service 


3. 


Accounting/bookkeep i g 


4. 


Legal 


5. 


Advartising 


6. 


Donations 


7. 


Dues and siibsci Jt' as 


8. 


Insurance (Office s) 


9. 


Interest 


10. 


Office sup-jlie;. 


11, 


Postage 


12. 


Travel/enc ^inment 


13. 


Teiepho'-,K 


14. 


Taxas 


15. 


Executive salaries 


16. 


Direct labor 


17. 


Eniployee benefits 


18. 


Utilities 



b, Tnese are additional cosi's aRSociatid with manufacturing. 
Label these rrr as fixed or variable. 
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Materials 

Depreciation (of equiprnent) 
Production sup pi ies 
Maintenance and repair 
Utilities (additional } 
Freight 

3, Use information from Exhibit 0 be low ^.^A thti 

appropriate formula to calculate Jiree break^ev'^:, , ^i.nts for 
a hypothetical service business. This is a very m.odesc 
one^person office and che cosls are cnree Limes tht^ ma.ager'r^ 
salary. Determine your own prices, l^at fixed costs might 
be reduced? Remember that a common error of those starting 
a business is to ''forget" certain costs-^-usually the 
fixed expenses* 



EXKIBIT 0 

SOME TYF ICrt. monthly r:nSTS FOR A HxPOTHETIC AL 
SERVIC; 'NjSINESS 



Fijcgd Exp ens e s 

Office space (900-^2300 sq, ft' 

Accounting (quarti ly ■ ...^ MDtSg tax reLurns) 

Tp^ ephoae/answering ser^> ^ 

Secretarial service (ha-. imr) 

Furniture - lease ^llttlw < no cash down) 

Office suppliep 

Dues ,^ud subscr iptiGns 

Executive salary 

Travel/entertainment 

Insur£.nce (for the key parson) 

Advertising 

Postage 



Variable Expenses (assume prctessional Inbor 



1. 

3. 
4 . 

5. 

6. 



S 400 
50 
125 
250 
225 
10 
10 
750 
15C 
100 
150 

2C 

$223r5 



Direcl: Labor $ 750 

Employee benefics (20%} 1 50 

$ jjPQ 
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4. Describe the nature and value of a proiected profit and 
loss statamenc for individus4.d planning to sEarc a new 
businesa, 

5* Invite an accountant ':ho has worked with small business 

owners to meet with your group and talk about the need for 
financial managemeuc and the mistakes new owners often mak 
POSTASSESSME NT 

1. _ow are balance sheets and profit and loss statements used 
in financial mariagement? 

2. Discuss current ratio and acid^test ratio in datail* In 
your discussion include the formulas used to compute ' \. 

3. Develop an outline identifying the components of a change 
in owner's equity statement* 

4. Draw a break--even point graph* Be sure to label each 
component* Expiain the drawing carefully, 

5. Describe the siinilarit les and difference between financial 
ratios and financial statements. 

Compare your answers to your responses to the preassessment » 
You may want to check your postassessment answers with your 
instruc tor . 
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SELF-EVALUATION 

How wall did you know the information needed to do the 
activities? 

( ) Very well 
( ) Fairly well 
( ) A little 

Be honest with yourself* If you feel you don't know the material 
well enough 5 it might be helpiul to review this sectioii uc^i-jrw 
going on . 
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Part: IIT, Unit B 
Financial ManaaemenC 



FIUl 

EXPLOkATIQM LEVEL : 

^'The Heartbeat of Business" (14 min. , sd., color, I6mm). 

,\vailable for purchase or rental frorn Sales Branch, NaticnaJ 
Audiovisual Center—General Services Administration, Washin^con, 
D.C. ^20606. Phone (301) 763-1854. 



Emphasizes the importance o: financi.;.: manageniant. Ihrou 
conversationj between the two major charactor- and by flashbacks oi cer 
tain episodes in their business affairs, ex:irnples of good-^^and bad- 
financial management are dramatized. 



78 



PACE 
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Acquiring Competei 

in EntreprefieMrshirs 



Instructor's Guide 

Hart m 

Being An Entrepreneur 
Unit B 

Financial Manayernsni 




THE NATIONAL CENTER 



i-OR REStASCH IN VOCAliOHAL EOUCATIQh 

y THE OMIQ STATE UNfVERSfTY 
*^ 1§60 KENN¥ R0AO--'^tUyeUS. ©HiO 43210 



USING THE INSTRUCTORS^ GUIDE 



Tht Instructor's Guide contains the following: 

# Tiacfiing/ i^^arnk g Objectives (identical to the Teaching/ 
Learning Objectives ^ound in the PACE unit) 

• Teaching/Learning Delivery Suggestir ns 
e l^re/postassessment Suggested iesponses 



This information h geared towards tha thrae of learning, nnd is designed 

for use as a supplementol teaching aid. Additional instructions for using PACE, 
sources of information, and an annotated cjlossnry can be found in the PACE 



PRE/POSTASSESSMeNT 
SUGG^^TED RESPUNSES 



EXPO''' "RE 

1, M balance sheet is a financial sta'^^meiit that tells what you ovm and what you ov/s at any 
particular date in time. 

(d) feKpenses, (e) net profit. 

3, Ea^h ratio p'^ovideb distinct informaticn about the finannial : jndition of a business 
venture. Ratios provide means for comparing the present sie^e of the venture to previous 
states and to conditioni of similar ventures, 

4, The break-even point tells the entrepreneur the volume of businass he or she must do to 
cover the cost of being in business. The business should generate profits above this point 

5, Cost of goods sold and net profit are components )f the balance sheet. Co$t of goods sold 
is beginning inventory p-us purchases and minus ending inventory. It is the amount that 

it costs to prcduce or buy the goods sold by a firm. Net profit is gross profit less expenses, 

EXPLORATION 

1. While a bBlance sheet is a statement of the financial condition of a firm on a specific date, 
the profit and loss statement is a statement of the financial condition of a firm over a 
sptclfic period of time. 

2. Asseii are balance sheet entries that list what a firm owns. Assets can be current, such as 
cash, merchandise, accounts receivable, etc.; fixed, such as land, building, eqi^' Tient, eta; 
Intangible, such as goodwill, pat^^ ts, etc.; and also include such things as th^ .^sh value of 
life insurance. Assets are categorized according to the length of time it takes to convert 
them into cash. Liabi!itie$ are baiance sheet entries that show what a firm ovm Current 
liabilities are debts that come due within twelve months. Noncurrent cr long-term liabilities 
are debts that will mature in twelve months or more, 

3. Financial managemsnt is a function performed to assess and control the financial condition 
of the firm, and to maintain a proper balance between amounts owned and amounts owyd. 

4. The current ratio measures the firm's ability to meet current debts that vvill mature within 
twiive months. A good current ratio is 2: 1 and can be coniputed using this formula: 

Curre nt assets 
Currenwatio - Cur™^ ^^^biMti^ 

The average collection r& ;ips owner-manager datermine whether the overage col!ection 
period for accounts payable is tou long. Calculating thii ratio Is ^ two-step process. Here is 
the formula: 

Step 1 : N et sa le s for year ^ ^ ^.^^ . 

t- / _ m Average sales e^h aay 

Days open for selling 
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Step 2: Accounts r^ e ivable n - i ^ ^ t? ♦ .,1 

— - - — - -. - - - Dayi involved m collecting accounts receivable 

Average salei each day 

Break-even volume Is the volume of buiiness a firm must generate to cover the cost of 
being in operation. Volume above break-even volume generates profite. 

Brtak'tven ^ ' T^tal f iKed costs 

volume 



(Selling price) - (Variable cost per unit) 



PREPARATION/ADAPTATION 

1. Balance sheets and profit and lots statements are used to monitor and control financial 
conditions of the firm, 

2, Curr&nt ratio measures current assets against liabilities. It measures the firm's ability 
to meet current debts with current assets. 

Current ratio = ^^rremassm 

Current liabilities 

Acfd'tmmia measures the debt-paying ability of a toifness. This figure should be 1:1. 
This ratio will show if a firm has enough cash and atcm\m receivable to pay all current 
liabilities at any given time. 

Acid-test ratio = Cash + Receivables + Government securities 

Current liabilities 

3* Entries in the outline should include ihose significant items that change the net worth 
or the amount oi capital or ftjnds invested by the owner in the business. 

4. The break-even chart should includt a break-even point, and should show profits and 
losses for various volumes of tales. Net profit fixed costs, variable costs, and potential 
net profit and loss areas should be labeled. 

5, Financial statements and ratios are similar in that they are both helpful in financial 
management and provide a basis for financial analysis. Financial ratios, however, are 
computed using Information gathered from financial statements. Ratios make it 
possible to compare the company's performance with the average performance of similar 
buiiriessei. Financial statements compare and examine relationships among items in the 
past while ratios provide clues regarding future problems and opportunities. 
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TEACHIIMG/LEARNING OBJECTIVES 


TEACHIMG/LEARNING DELIVERY SURnpqTinMq 


* 




Upon eomplition of this livil of instruetion you ihould be able to: 


A variety of different teichlng/learnlng methodologies have been 
used. To help you organizf your work and plan the use of ihii level 
inese suggeitions are maoe^ 




m 

w 

O 


1. Describe a bilince sheet, 

2. List the compQnenti of a profit and loss statement. 

3. Describe the importance of ratio analyili 

4. Explain what Is meant by the break^even point. 


1. Interview local small business owners concerning the usage of 
financial statiments, 

2. Invite a member of a trade aiiociatlon to meet with the group to 
discuss the importance of ratio analysis. 

3. Obtain examples of financial statements from local banks and 
accounting firms. 














- — • — — -.- 
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E V E L S O F LEAR N il 


g 
o 


1. DesGribe the difference between a balance sheet and a profit and loss 
statement. 

2. Differentiate between current and fixed assets. 

3. Describe and compute four cornnionly used busmesi ratios. 

4. Describe the use of the break-even point and write the formula for 
computing it. 

5. Discuss the Importance of financial management as it relates to 
making a profit. 


1. Invite a local banker or accoufitant to discuss the various aspects 1 
of financial management. 

2, Check "Sources to Consult for Further Information*' In this unit 
for resources which identify operating ratios for various types of 
businesies. 

* 
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h Prepare a baianee sheet and a profit and joss statement. 

2. Describe the information provided by financial ratioi. 

3. Analyze the profit and loss statement and the baianee sheet of a new 
business. 

4. List the reasons for preparing graphs of financial data. 

5. Prepare a change in owner*! equity statement* 

6. Use break-even analysis to determine the relatlonihip between costs 
and profits. 

^9 


Have an accountant speak with the group on conducting financial 
analyses. 
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The PACE sariee eonsists of these parts and rniita, 

mi I: GETTING READY TO BECOME M ENTREP^EUR 
Unit ki Nature of Small Business 
Unit Bi Are You m Entrepreneur'' 
Unit Ci How to Succeed and How to Fail 

FART II: BECOTllNG AN MTREPRENEUR 

Unit A: Developing the Business Plan 

Unit Bi Where to locate the Business 

Unit C: Legal Issuer and Small Businesa 

Unit T>i Government Regulations and Small Business 

Unit El Choosing the Type of Ownership 

Unit F: How to Finance the Business 

Unit G: Resources for Eanagerlal Assistance 

PART nil BEING AN ENTMPRENEUR 

Unit Ai Managing the Business 

Unit B: Financial Management 

Unit C: Keeping the Business Records 

Unit D: Marketing Management 

Unit E: Successful Selling 

Unit Fi Managing Human Resources 

Unit Qi CoiMunlty Relations 

Unit Hi Buslnesi Protection 

RESOURCE GUIDE 
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